This paper estimates the unobserved inflation expectations in India between 1993: Q1 to 2017: Q1 from the Fisher equation relation based on the state space approach using Kalman Filter. We find inflation forecast obtained from Fischer equation by applying Kalman Filter match well with the inflation forecasts made
Introduction
Inflation expectation is an important marker for monetary policy makers. Both theoretically and empirically, it has been established that current inflation is influenced by expectations about future inflation and vice-versa. Especially for economies where inflation targeting is an explicit policy goal, knowledge of inflation expectations is required to attain inflation anchoring. Recently RBI has undertaken inflation targeting as one of the major monetary policy objectives for India. However, data of inflation expectation given by RBI in Inflation Expectation Survey of Household (IESH) [7] , single and double exponential smoothing [7] etc. Our work adds to the existing literature by using another procedure for estimating expected inflation of India.
This paper estimates the unobserved inflation expectations in India based on the Fisher equation relation using the state space approach or the KF method following Mishkin [8] , Fama and Gibbons [9] , Burmeister et al. [10] and Hamilton [11] . The novelty of this methodology when compared to the other techniques is that expected inflation is estimated from a well-established economic The paper proceeds as follows. We present the methodology in Section 2, followed by the data description in Section 3. Section 4 concludes the paper.
Methodology
Our Note, Equation (2) is our signal equation and Equation (3) is our state equation. We apply KF on Equation (2) and Equation (3) Figure 1 plots the one period ahead expected quarterly inflation for India between 1993: Q2 and 2017: Q1 generated by applying the KF to the Fisher equation along with the actual inflation based on WPI. Actual inflation and its forecast are measured in percentage. Figure 2 on the other hand plots the inflation forecast of SPF with the same based on CPI after applying KF. Both figures show that inflation forecast obtained by using KF to Fisher equation do a very good job. 3 We have checked that ex-post real interest rate is AR(1). See Appendix for detail. 4 A simple correlogram shows that, ex-post real interest rate is a process with first autocorrelation coefficient 0.89 and variance, 1.89. As a result, initial value of ρ = 0.89. We have decomposed the inflation rate into trend and cycle through HP filter. We set,
Results
which is the inflation rate for 1992: 4. Appendix shows the plot of inflation and its trend obtained from HP filter. We have achieved convergence after 7 iterations. See Appendix for the correlogram and descriptive statistics of ex-post real interest rate. 5 For details see, Harvey [12] and Koopman, Shephard and Doornik [13] . 6 IMF publishes biannual inflation forecast for Fall and Spring from 1990 onwards. It publishes inflation forecast for one year and two year ahead. We have used only one year ahead forecast in our paper. Theoretical Economics Letters 
